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l^utual funds provide a diversified portfolio of all shapes to investors of all sizes - a portfolio that investors 
can enter and exit at will, often at little or no cost. This feature is arguably the driving force behind the 
phenomenal success of open-end mutual funds. ^ However, servicing investors' liquidity demands is not as 
costless as it might appear to the investor. There are several ways in which servicing investors' liquidity 
demands impairs investment performance. 

• It forces trading to invest new cash or to liquidate for cash shortfalls. ^ This "liquidity trading" serves 
no performance-enhancement purpose. If anything, it compromises the fund manager's efforts 
to enhance performance in that it conflicts with strategic objectives. Moreover, finding a counter 
party to any trade is costly, generally requiring both a price concession and brolcerage 
commissions. 



• Most funds hold a cash buffer to facilitate investor liquidity, largely as a means of avoiding the 
aforementioned costs of trading. A cash buffer hurts performance in two ways. First, it acts as a 
drag against stoclcs' long-run tendency to outperform other investments.^ Second, it leads to 
fluctuations in the fund's market exposure that are driven by trends in investor purchases and 
redemptions. These fluctuations induce a "market timing" on the fund's performance that is beyond 
the control of the fund manager. As it turns out, that marlcet timing is detrimental: the fund ends 
up holding more cash in up markets than in down markets. That is, it underweights stocks when they 
are rising and overweights stocks when they decline.'* 



These factors cause an erosion of fund assets that is directly proportional to the quantity of liquidity service 
that the fund provides. For the typical fund, this means a performance erosion of about one percent of 
assets or more per year.^ 

What does this hidden cost of liquidity mean to the investor? Let's take a 45 year old saving $100,000 15 
years out for retirement and college tuition. Eliminate the hidden costs of liquidity and the expected pot of 
gold at 60 is $520,700.^ Factor in a one percent erosion in performance and that expected pot of gold 
erodes to $448,200, seventy-two thousand less. 

ReFlow is a back-office solution that substantially eliminates the problems - and costs - associated with 
servicing liquidity, by smoothing out fluctuations caused by investors' random liquidity needs. Knowing that 
your fund manager has partnered with ReFlow means knowing that the hidden costs of liquidity are being 
dealt with, making you hundreds, thousands, or tens of thousands of dollars better off when it comes time to 
reap your investment pot of gold. 

One final point: it is generally not in the investor's best interest to reduce all costs associated with managing 
a fund. In addition to the cost of servicing liquidity, other costs include advisory fees and costs of research. 
These costs are directly applied to improving fund performance. By contrast, liquidity costs are simply a 
dead-weight drag on performance. Thus, a prudent fund manager eliminates liquidity costs even when 
maintaining those costs that contribute to the quality of the investment product. 
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